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CENTRAL INTELLIGENCE AGENCY
Directorate of Intelligence

July 1971

INTELLIGENCE MEMORANDUM

THE REVOLT AGAINST THE DOLLAR

SUMMARY AND CONCLUSIONS

1. On 5 May 1971 the West German central bank (the Bundesbank) withdrew
from support operations in the foreign exchange market, ending a frenetic con-
version of dollars into Deutschemarks (D-marks) that had increased Bundesbank
dollar holdings by about $1 billion in less than an hour of trading that Wednesday
morning. Fearing a greatly expanded inflow of dollars into their reserves once
the Germans had acted, the central banks of the Netherlands, Belgium, Switzer-
land, and Austria quickly followed the Bundesbank’s example. On the follow-
ing Monday, the West German foreign exchange market resumed trading, with
the D-mark temporarily “floating” (that is, selling at a freely-determined market
price rather than at a rate kept within prescribed, narrow bounds around parity
by central bank intervention in the market). The D-mark soon was selling for
dollars at about 3% above the nominal parity, and the volume of transactions ;
was relatively small, The Dutch guilder was also floating and selling above its
nominal peg; the Belgian franc was floating with respect to capital transactions;
the Swiss franc and Austrian schilling had been revalued. *

2. The immediate chain of events leading to this latest international monetary

problem is clear enough. Last year the United States shifted to an expansionary

. monetary policy to help get the US economy out of its recession at a time when
tight money policies to combat inflation still prevailed in Western Europe. US

interest rates were reduced sharply, but European interest rates were lowered

only slowly and reluctantly. By early 1971, money was earning as much as three

to four percentage points more in Europe than here. With exchange rates

allowed to fluctuate less than 1% on either side of parity, investing funds in

Europe offered enormous profits at low exchange risk. Placement of funds in West

*Throughout this memorandum, the term “revaluation” is used to mean an upward ad-
justment in the exchange value of a currency, as opposed to a “devaluation.”

Nore: This memorandum was prepared by the Office of Economic Research and coordinated
within the Dircctorate of Intelligence.
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Germany accounted for a lion’s share of the movement of short-term funds, not
only because interest rates there were among the highest then obtainable but
also because a consistently favorable balance of payments and the unusually
strong traditional antipathy to inflation in that country made the D-mark Europe’s
strongest currency, As the massive capital flow continued, more and more people
began to anticipate that the D-mark and certain other strong currencies would be
revalued, and a full-blown speculative conversion of dollars into D-marks,
guilders, and Swiss francs ensued.*

3. The foreign exchange crisis of May 1971 waus, in an immediate sense, a
crisis of the D-mark, It was brought on by the avalanche of speculative funds
into West Germany, and its “unwinding” is following a course set by the German
decision to float the D-mark. The direct economic effects of this crisis have thus
far been small. Some speculators lost money, travellers suffered inconvenience,
and some disruption of commercial arrangements occurred; but there has been
no noticeable impact on overall economic activity.

4. The events of May also were the culmination of increasing European con-
cern and dissatisfaction over the role of the dollar as an international reserve
currency—and over the failure of the United States to pursue policies which, in
the European view, would support that role. In today’s world, however, the
pace of economic activity is frequently out of phase among various countries.
The mix of monetary and fiscal policies employed in these countries influences
to an important degree the impact of international monetary flows on their do-
mestic economies, No country has found a satisfactory policy mix to reconcile
its domestic and foreign economic objectives. For internal reasons, the European
countries have generally relied heavily on monetary policy, and this indirectly
contributed to dollar inflows,

5. In a broader sense, the West German determination to float the D-mark
signalled an end to the almost automatic acceptance of US leadership and US solu-
tions that had characterized monetary crisis management in the postwar period.
It was a revolt against the dollar: not a revolution, but a symbolic revolt—a sort of
monetary Boston Tea Party. Although at odds in their attempts to shape a com-
mon course of action, the European Community (EC) countries are joined .
in dismay at large, continuing US balance-of-payments deficits and generally
support West German determination to be less closely tied to the United States
in matters of international monetary policy. The EC countries, moreover, are
clearly inclined to seek solutions that will insulate their economies from out-
side disturbances. Although they differ with respect to the most appropriate
solutions, the EC countries are in substantial agreement concerning the identity
of the underlying causes of the current crisis.

6. The most fundamental issuc is the present system of fixed exchange rates.
The postwar international monetary system created at Bretton Woods pro-
vides for the correction of a fundamental balance-of-payment disequilibrium
through changing the exchange rate parity. Such changes, however, have occurred
only infrequently among the advanced industrial countries, and the parity ad-
justments have been relatively small, The reluctance to effect parity changes in
the face of serious basic payments imbalances has at times led to prolonged
and costly support operations that together with deflationary demestic measures

*The flight to the D-mark was not solely from dollars; but, because the dollar is the inter-
vention currency, it was dollars that flowed into Germany.
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stifle growth. Desperately short of reserves and with large external sterling
obligations, the United Kingdom for many years followed “stop-go” policies which
postponed devaluation, possibly at a high cost in terms of economic growth.

7. In the past few years, the regime of fixed exchange rates has contributed
to the serious and largely new problem of disturbances created by massive in-
ternational flows of short-term capital. With the transfer of funds relatively free
from restriction, with increasingly efficient money markets, and with risk of
exchange loss minimized by the fixed exchange rate system, movement of short-
term capital from one country to another on the basis of interest rate dif-
ferentials became more profitable than ever. Given the lack of synchronization
in economic activity among the major countries, as well as the independence
f . of their economic policies, interest rate differentials are inevitable. Moreover,

reliance on manipulation of interest rates to attain domestic economic policy
goals may mean that even large short-term capital flows will not lead to rapid
narrowing of interest rate differentials between countries. Hence interest-moti-
vated transfers of funds may continue to a point where speculative interest in
a parity change is kindled,

8. An issue closely related to that of fixed parities is the international role
of the dollar, European reaction to the dnllar as a reserve currency supplying
an important part of international liquidity evinces a sort of love-hate relation.
ship: the dollar is widely accepted as a desirable financing medium, but there
is a general belief that far too many dollars have been pumped into private
and central bank coffers as a result of US deficits. 'The decrease in the US gold
stock, the rapid increase in US dollar liabilities to foreigners, and the continu-
ation—even in a period of US recession——of large balance-of-payments deficits
have contributed to a growing feeling that the dollar is not as “sound” as it
used to be. Furthermore, the dollar in one way or another represents a US in-
fluence that has aroused strong resentment in some quarters. Many Europeans
view US deficits as having forced them, in effect, to pay for US acquisition of
plants in Europe, for part of the US share of NATO defense costs, or for the
Vietnam war. And, increasingly, there has been a feeling of frustration over
dollar flows that have diluted European control of domestic economic policies.

9. In 1970-71 the fixed exchange rate problem and the dollar problem con-
verged alarmingly. Massive short-term capital flows from the United States to
Europe impeded European central banks” efforts to fight inflation. Already re-
sentful of the seemingly endless and intractable US deficits, the Europeans saw
in the capital inflow and in the consequent expansion of their money supplies
an unacceptable further limitation on their freedom of action resulting from
policies determined by US domestic considerations, These considerations have
produced a new consensus among the EC countries that the international mone-

' tary system or the international role of the dollar—or both—would have to be
changed. The fact that an important part of European holdings of dollars was
created by the credit operations of European banks (including the central banks,
particularly in 1970) in the so-called “Eurodollar” market has not significantly
diverted criticism from the United States. Recognition of the extent of the Euro-
dollar problem, however, has underlined the need for European action to bring
about changes in the ground rules of international finance, particularly with
respect to short-term capital flows. There is wide disagreement, however, on
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what action to take: the German Government seeks more flexibility in exchange
rates, while the French advocate stringent controls over international capital
flows with fixed exchange rates being preserved.

10. An additional complication is the effect of the crisis on progress toward
economic and monetary union in the EC. The basic problems here are Euro-
pean and political. Last February, as the result of a compromise between the
French and German positions, a decision was taken to back into monetary
union—to take the first steps in narrowing the bands within which EC currencies
can fluctuate with respect to ench other while leaving until later the major moves
in policy coordination necessary to synchronize the member countries’ economies.
Narrowing the bands, originally scheduled for 15 June, has been postponed be-
cause of the German insistence of floating the mark, :

11. The mechanics of many Community activities, especially the Common Agri-
cultural Policy (CAP), are based on fixed foreign exchange parities. The Com-
munity has adjusted to past changes in parities by resort to temporary measures
to ease adjustment in the countries affected. In the present crisis, more difficulty
has been encountered in arriving at Community solutions, although the cracks
in EC unity have been papered over. This crisis has shown the member countries—
France and West Germany in particular—to be quite far apart in their approach
to coordinating economic policies that affect vital national interests, yet still
determined to preserve at least the forms of common action in the Community,

12. The events of May can be expected to provide a qualitatively different
result from those of previous postwar international monetary crises. The em-
phasis among the European countries today is not on patching up existing inter-
national monetary relationships but on attaining autonomy over domestic economic
policies which presently are hampered by the widespread use of the dollar as
an international reserve and transaction currency, Emerging from a long period
in which US leadership in management’ of international monetary affairs was
unchallenged, the Europeans are intent on formulating their own decisions. As
a shortrun expedient to insulate their cconomies from disturbances originating
in international monetary flows, they are resorting to measures that contravene
the letter and spirit of present international monetary rules; in the long run,
they will work within the EC itself, in the Group of Ten, and in the International
Monetary Fund (IMF) to introduce changes in the rules, Many of the old ties
will remain, but US influence probably will diminish as the US role, essentially
a dominant one in the postwar period, changes to one of primus inter pares.

13. If the EC countries can bridge the differences in their approaches, a strong
European initiative to hasten change in the rules of the international monetary
system might come as early as the annual meeting of the IMF in September;
however, little can be foreseen with respect to the specific nature of the changes
that may be sought. The Europeans share in the worldwide division of opinion .
as to the sort of revisions that would make the system more compatible not
only with national and international economic goals but also as to just what
some of those goals should be. For example, free international movement of
goods and capital has been generally accepted as an article of faith among
the industrialized countries of the Free World in the postwar period. The recent
foreign exchange crisis, however, has starkly demonstrated the greatly increased
disruptive potential of short-term capital flows that is in part due to the devel-
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opment of more efficient international money market mechanisms, notably the

.Eurodollar market. Whether revisions of the rules will embrace one or ancther

proposal cannot be predicted. A variety of schemes have been advanced, ranging
from a substantial overhaul of the fixed exchange rate system (by widening

the “bands” or adopting “crawling pegs”) to an approach involving some variant

of a two-tier system providing fixed rates for trade and other current transactions
and floating rates for capital movements. Moreover, there is considerable scope
for different policy “mixes” in the IMF (affecting international monetary re-
lations worldwide) and in the EC (affecting specifically the relations among
member countries). At present there are deep divisions among the EC countries
and, internally—between government officials responsible for economic policy
on the one hand and central bank officials on the other hand—with respect
to the most desirable course of action. There is a consensus, however, that the
search must continue for a means of preventing the Eurodollar market from
again making a massive contribution to disequilibrating short-term capital flows.

14. Longer-term effects on EC unity are obscure. A large measure of agree-
ment exists among the member countries on the need to carry through the
revolt against the dollar by seiting constraints on the international role of the
dollar as a reserve currency and as the pivot of the fixed exchange rate system.
The impact of international monetary disturbances on their domestic economies
would probably provide sufficient cause for such determination. But the matter
has political overtones: a growing awareness of European economic strength
and a crystallization of longstanding resentments of US dominance and the
growth of US influence in European economic affairs also are factors. The West
German and French Governments, however, remain at loggerheads over the
question of relying on market forces or resorting to direct controls to fetter
unwanted capital flows. Some hard but needed lessons have been learned
from this crisis regarding the fundamental relation between exchange rates,
short-term capital flows, and the international synchronization of economic ac-
tivity. It is possible that this experience may eventually lead the EC to agree on im-
plementing the higher degree of economic policy coordination that is a technical
and economic necessity for success in significantly narrowing of the bands among
Community currencies and moving on to meaningful monetary union.

CONFIDENTIAL 5
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B - S DISCUSSION

PROXIMATE BACKGROUND OF THE CRISIS

c Interest-Motivated Dollar Inflow

.15, From the beginning of 1970 into early 1971, short-term interest rates in
: the United States fell sharply as monetary policy eased to stimulate recovery. -
. In West Germany, however, the Bundesbank was striving to keep a tight rein
on monetary expansion and short-term interest rates on three-month interbank
deposits were over 9% through most of 1970. As a result, US and West German
short-term interest rates' diverged sharply in 1970 and reached a spread of
3.5 perceatage points at the end of the first quarter of 1971 (see Figure 1). The
Eurodollar rate fluctuzted about one-half percentage point above the US rate
in 1970 then rose sharply in the first quarter of 1971, In markets where a dif-
! ferential of about 0.2 percentage points between US and Eurodollar rates, and
.about 1 to'2 percentage points between US rates and those in another currency,
-can produce significant flows of short-term funds, the increases in differentials
duiing 1970-71 provided a powerful stimulus to the transfer of funds into
) strong European currencies—particulary into the D-mark. Smaller amounts
(although large in relation to the size of the Dutch and Swiss money markets)
flowed into the Netherlands and Switzerland. As shown in Figure 1, a rapid
rise in Swiss interest rates markedly narrowcd the negative differential from
US rates and thus enhanced the traditional attractiveness of the Swiss franc
as a safe haven from a variety of nioney market risks. ‘

16. Spurred by the greatly increased spread between US and European

interest rates in late 1970, a massive amount of short-term capital flowed into

Western Europe—in particular, into West Germany. Some of these funds

became dollar assets held by European commercial banks. But much larger

— amounts were converted into national currencies, a process that resulted in a
rapid rise in the European central banks’ holdings of dollars.

17. The inflow of dolars increased the official holdings of foreign exchange
by the EC countries, Switzerland, Austria, and the United Kingdom from some
$8.5 billion at the end of 1969 to $17.5 billion at the end of 1970, The increases
in the foreign exchange reserves of these Western European countries (along

B with Japan) during the past three years are shown in the top panel of Figure 2.*
' The most notable accumulation occurred in West Germany, where the central

- bank’s foreign exchange holdings expanded by nearly $8 billion in the fifteen-

v month period to the end of March 1971. By the end of 1970, this accretion of

N N ' dollars had increased the proportion of foreign exchange in West Germany's

: total external reserves to 62%, compared with 38% a year earlier (see lower

v panel, Figure 2). In the first four months of 1971, an additional inflow of

*Note the logarithmic vertical scale; for example, the 1970 increase shown for West Ger-
many is nearly $6 billion while that for France is $1 billion.
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$29 billion raised the proportion to 68%. Morcover, adding to the concern -
of German officials, the Bundesbank was paying for the dollars it acquired.

with D-marks, thus increasing commercial banks’ reserves and makivg possible

expansion of the domestic money supply. Ironically this was a result of the

lavge US-West German futerest differentinl which, in turn, was partly due to

the Bundesbank’s high-interest policy—a policy designed to hold down expan-

ston of the domet*ie money supply. :

18, Tho dollars thet flooded into Western European central banks originated

. in a variety of short-term capital transactions, some involving direct transfer of
funds from the United States, and some resulting from conversion of Eurodollars.
The short-term capital account (including “errors and omissions”) in the US

. balanco of payments turned about dramatically, from a $5.7 billion net inflow
in 1969 to an $8.4 billion net outflow in 1970. This was the main factor con-
tributing to the rccord $10.7 billion deficit in the overall payments balance
on official scttlements basis—a deficit almost three times as large as the previous
record deficit and a marked contrast to the $2.7 billion surplus realized in 19¢*
The bulk of the 1970 deficit was settled by a $7.6 billion increase of
linbilitics to foreign central banks.

ILLEGIB

19, The reported increase in Western European central banks

changoe reserves (nearly all in dollars) was, however, several billion eater

than the increase in US liquid liabilities to these institutions. This difference

is almost cntirely accounted for by the European central banks’ counting of

Eurodollar holdings as part of their forcign exchange reserve position. However,

Eurodollars are not claims against banks and others i\ the United States, but

rather are dollar-denominated deposit liabilities of European commercial banks.*

Eurodollars have their origin in the deposit of dollar claims against the United.

States in a European commercial bank. These claims, if held by the commercial

bank rather than being sold to the central bank for national currency, can

become the reserve or base for Eurodollar lending and a consequent increase in -
dollar deposit liabilities by the commercial bank, In a manner analogous to

multiple expansion of demand deposits in a country having a fractional reserve

banking system, Eurodoliars can multiply—like rabbits, as Princeton’s Professor

Machlup suggests. Indeed, at the end of 1970, the volume of Eurodollars is esti-
mated by BIS to have been $46 billion, an amount far ir excess of the $20 billion or

so in 1S liquid liabilities to commercial banks and other private holders in the

Eurodollar area.

The Speculative Climax

20. It became increasingly cvident that the West Germen authorities, faced.
with a 22.5% growth in the money supply in the twelve months ending in March' _
1971 and the swollen proportion of dollars in the country’s éxternal reserves,
would soon be forced to act. A number of public statements by West German
officials and economists gave strong impetus to speculation that the D-mark
would soon appreciate as the result of a float. At the same time, reports were
circulating that a significant amount of the “dollars” reported as reserves by

*Statistics published by Bank for International Settlements (BIS) arc limited to banks -

in the United Kingdom, Switzerland, France, Germany, Italy, the - Netherlands, Belgium,
and Sweden. TR
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the European central banks were in fact Eurodollars created ky the European
banking system itself. This news probably helped accelerate the rush of con.
version into the stronger European currcncies. Although this information should
have told the Europeans that the dollar (defined as dollar claims against the
Uniter! States) was stronger than had been believed on the basis of reported
central bank holdings, the state of confusion concerning the distinctions between
dollars and Eurcdollars is such that many Europeans construed the reports as
confirming allegations that there were too many dollars in Europe. The D-mark
was in greatest demand at first, but the speculative fever soon spread to the
Swiss franc and the Dutch guilder, both of which were also considered as likely
candidates for revaluation,*

21, On Monday, 3 May, as the speculation mounted, five West German eco- )
nomic research institutes published reports advising that action be taken to stem
the tide of dollars through operation of market forces—four institutes recommend-
ing a floating exchange rate and one, outright revaluation. Earlier German Eco-
nomics Minister Schiller had entered the picture, making strong recommendations
for exchange flexibility and increased reliance on market forces for corrective
! ' : action at the meeting of EC finance ministers and central bank governors in
Hamburg on 26 and 27 April.

25X1

22, On 4 May, the statement of a high US official that the US balance-of-pay-
ments deficit, while important, could not be considered “at the top of the priori-
ties list” and that the administration “does not intend to see our domestic economy
sacrificed to international monetary objectives” was published in the press, and \ C\\ c DEPARTMENT OF
was taken by the Europeans as an official US acceptance of recent academicTREASURY RELEASE
proposals for “benign neglect” toward the US external payments deficit. Al-'FL\'ES\}—IE\lIJVng)M'\'PSLé.FFEB\_/'
though the US Treasury was offering to cooperate with European monetary
authorities who might desire to fund some of their dollars in special Treasury

securities, the stage was set for a full-blown speculative stampede into D-marks.

23. On 3 and 4 May, all these pressures combined to produce a flood of dollars
into the Bundesbank totalling about $1 billion. Then, Wednesday morning, 5
May, speculators—Iooking upon revaluation of the Deutschemark as both in- .
evitable and imminent—converted about $1 billion into marks in less than an hour
of trading, The Economics Ministry ordered the closing of the foreign exchange
market- and the Bundesbank thereupon withdrew support for the dollar. It was

25X1
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announced that the foreign exchango market would bo closed until the following
Monday, 19 May. Other strong currencles were also experioncing heavy trading,
and tho central banks of the Netherlands, Bolgium, Switzerland, and Austrin
followed the German example and suspencied trading, The Swiss alone had taken
in some $600 million that day. The German actior, of course, entalled cousts lo
the country’s commercial interosts and an internal political-cconomic erisls in
the EC, which only recently had decided to initinto tho first step toward monctary
union by narrowing of tho “band” of Community exchange rates on 15 June.

' UNDERLYING ISSUES

24, Tho particular combination of facters that preeipitated the crisls Is, of
course, transitory, Certain clements in the situation may not recur; for example,
to avoid fecding tho Eurodollar expansion as they did in 1970, the LEuropean cen-
tral banks alrcady have agreed not to place new funds in the Eurodollar market.
Moreaver, tho cbb and flow of cconomic activity in the major industrial coun-
trics sooner or later will lead to a changed pattern of interest rate differentinls,
and short-term capital may again flow back to the United States.

25. Two fundamental problers, however, persist, One of these is the opera-
tion of the fixed excharge rato system in a world of generally free movement of
goods and capital. The sceond is the ncceptability of the US dllar as an inter-
national reserve currency under conditions of continuing, large US basic balance-
of-payments deficits, Becauso of inercases in the scope and cfficiency of inter-
national money markets in the past deeade, short-term capital flows now arc
unprecedented in size and disruptive potential. Consceuently, European govern-
ment officials and central bankers ore beginning to focus on the related problems
of reforming the system, regulating specific market mechanisms (such as the
Eurodollar market), and dealing with what in their view is an excessive supply
of dollars,

The Fixity of Exchange Rates

26. The collapse of the international gold standard in the carly 1930s and sub-
scquent experience with competitive exchange devaluation left most monctary
experts in opposition to both “permanently” fixed und frecly fluctuating exchange
rates. The most damaging aspect of a system of permancently fixed exchange
rates is that maintenance of the rate under certain conditions may force a country
to stifle economic growth and suffer domestic unemployment. A country having
uncmployment may simultancously be experiencing inflation if institutional forces
prevent downward adjustment of wages and costs, If its inflation is greater than
that in other countrics, balance-of-payments deficits will resalt. With fixed ex-
change rates, deflationary domestic monctary policies will be required, and these
will lead to aggravation of the unemployment. On the other hand, in the years
before World War 11, the notion of frecly fluctunting exchangc mates not only
was considered unthinkable by the business and financinl community but also
aroused fears among many cconomists of a resurgence of competitive exchange
devaluation and an erosion of monctary discipline. .

27. The International Monctary Fund Agreement, signed at Bretton 'Woods
in 1944, attempted a fusion of desirable attributes of both exchange rate fixity
and flexibility. The centerpicee of the system is a par value, or link between cach
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currency and gold (or the US dollur of tho weight and fineness In offcet on 1
July 1044*), that s to ho altered only when necessary to correet 0 fundamental
disequilibrium in the country's balance of puyments. ‘The monetary authorities in
eich eountry uro expected to take actlon Lo keep the price of thelr currency from
dovinting in efther direction from purity by more than 1%.** Transitory market
pressures on an exchange rato can bo dealt with by buying or selling e surrency
In the forelgn exchungo market—=hence, the central buanks' requirement for ro-
serves of forelgn oxchange over and nhove transuctions needs, Less tractablo
pressures on exchange rates, lending to make the price of o currency deviato
from purity by more than the permitted nmount, eall for appropriale menctary
or fisenl action to remove tho pressures tending to push the rato beyord the
“band.”

28. To mvvst in tho adjustment process, the IMI provides a supplementary
sourco of financing temporary deficits of the member countrios, The Bretton
Woods agreament ereated a pool of resonrees—gold and forelgn exchangoa
available for use on a shortterm, revolving basls, Mediumaterm stabilizrrion
nssistanco I8 available to IMF members upon a showing that they are in balance.
of-payments deficit and are taking appropriate measures to cure the defieit within
u reasonable period of time.

28, Tho “fixed-except-when-chaoged” system of exchange paritics s expoed
on the flank to scrious discquilibrating speculation In a world where elfective
internntional coordination of cconomic policies hns not beers attained. During
tho Lariy postwar year, this structural wenkness of the system was not critical,
beeause of the prevalence of exchange controls. But with the achievement of
convertibility of the major enrrencies and generally free mover - of eapital
between countries, divergent growth trends and rates of inflation s well
divergent monetary policios, on oceasion led to large flows of international
reserves between countrics, The size and persistence of these flows attracted
the attention of speculators hoping to profit from possible change of parity.
The ability of the spreulators to mobilize massive amounts of liquid funds
tents to force the anticipated change in parity. Thue, by postponing exchange-
rate adjustments until they are large enough to be profitable fa the speenlators,
the present system exposes the forciyn exchange market and the domestic
cconomics of the countries affected to sudden shocks, Although more gradual
changes in exchange rates might prevent matters from reaching the speenlative
stage, the turmoil associated withy past changes In exchange rates hax led to
reneral aversion to exchange-rate adjustments. Adjustments occur, but seem-
ingly only when matters have progressed to the crisis stage. The result s a
systemd that operates with exchange rates mors rather than Jess permancatly
fived=a negation of the Bretton Woods intent to build some flexibility into

the system,

30. Discontent with the relatively inflexible operation of the international
monctary system bas grown markedly §n reoent years, In view of the chronic
US balance-of-payments deficit and the shrinkage of US rescrves, Entopeans

*The US dollar has been defined ae 15%) raine of pold nine.tenthe fine tinee 104,

**In practice, the Intervention pointe of many of tho major Furopran countties have boen
about 0.75% above or belew patity; for Wedt Cennany (before the float), bt O0R1%; for
the United Kinglom, 083%: and for Switzriland, about 16%. The Swin central bank, how.
over, b maintaining a narrower band de facto,
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have for somn thno questioned the central role of the dollar In the system,
A more recent and alarming concern i the hugo volume of rhortdarm funds
that stampede from one country to another in response to interest rte difs
ferantials end speculative drive, These flows, ny illusteated by the present situu.
ton, can have profound offects on an economy, For exataple, lioavy Inflows
of dellars can negato a country’s altempts to eontrol Inflation und, when ad-
Justraents nre finally made through revaluation or restedetive domestie measures,
adversy effects on employment may result,

31, A large number of proposals for reform of the international monetary sys.
tem liave been advanced sinee the Bretton Woods system wag created, They
range from minor extenston of the existing system by the adoption of additioral
. key currencles all the way to serapping the adjustable-parity systom and instf.
tuting freely fluctuating exchange rates. A great deal of interest has centered
on proposals to widen the bands within which axchange rates are permitted
to fluctuate without trdggering central bank intervention. A “erawling peg” that
would allow small changes of parity frequently enough to bring about adjust-
monts in @ country’s international accounts before fmbalances become trouble-
some has also been discussed, largely i academie clrcdes, In the wake of the
5 May ctisls, censiderable attention has been given the two-tier Belglan system.
This system retains a fixed official rate of exchange for trade and other current
transactions hut channcls capital transactions through a free exchange market,
All these proposaly would place more of the task of adfustiment on alterations
i exchange rates and thus 1t some of the burden of adjustment from domestic
policies affecting growth, employment, and nrfces, Proponents also believe that
these schemes would tend to discourage speculation by increasing the attendant
exchange risk,

Th2 International Role of the Dollar

32 The sepply of monctary gold and dollars from the United States has
heen a mafor soirce of increase in the reserves of other countries® official
teserves in the postwar period. In 1949 the monctary gold stock of the United
States was nearly $25 billion—more than two-thirds of the world total, Since
then, however, some $14 billlon of this gold has been transferred to other
countsics, and, in addition, US Jiguid liabilities to forcign official institutions
have ricen by a little under $20 billion. US reserves and US liquid labilitics thus
have supplicd nearly two-thisds of the $33 billion rise in the total international
rererves of other Free World countries from 1949 to the present, Without this
added liquidity, vther countrics would have had to resost to parity changes
more {requently or, more likely, would have had to retain much tighter con.

trole on trade and payments

3. In the 1960s, forcign contral banks became increasingly reluctant to
further increase their dollar holdings. The rapid growth of the Furopean
cconomics put the United States in a far less dominant economic position. At
the same time, the growing financial strength of the Ewropean countrdes
creasedd their freedom of action In cconomic policy. In many quarnters, largoe
dollar inflows were no longer viewed as a welcome source of liquidity. Rather
they were comsidered to be a kind of foreed loan by means of which the United
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States financed international activities many Buropeans did not favor (for
example, purchase of Buropean firms by US Interests and, later, prosecution
of the Vietnam war),

34, Added to reactions that basieally reflect a growing European sense of
strength and fdentity In cconomie and financial affafrs are Increasing concerns
about the soundness of the dollar ay wn {ntarnational reserve asset. The US
eranomy fs stll by far the largest and most developed in the world; moreover,
the purchasing power of the dollar {s less subject to external influzneces than
that of any other major curreney, A eurrency's souncdness, however, Is in large
measire # subjective mutter to the holder, and in some querters still is closely
{dentiffed with the size of the issuing country’s gold stock, The divergent trends of
the US monctary gold stock and US Hquld Habilities to forelgners, shown In the ,
tabulation below, has been unsetthing to those who view the ulthnate worth
of a currency largely in terms of its “cover.”*

Pisrron USS
US Monetary Gold UY Liquid Liabilitles to
(Inelnding Crchange Fotelgnet
End of Petion] S!nhlltmw&- Fund) Total *'To Official Tattitutions

Doo 1058 . A+ X5 | 108 8.7
Dee 1900 ... . .. ... . .. 118 21.0 i1
Dec 1865 . . ... ... ... 105 2.1 154
Dee 1070 .. ... .. ... ... 1] 4313 20.1
Apr 1911 . ... 108 44.1 223

* Short-tenm Habilities tepotted by barks in the United States,

35, In addition to gold, US reserves include roughly 83 billlon in Special
Drawing Rights (SDRs) and seserve position in the IMF. There are several
billion dollars in shert-term clabms against foreigners, but these are largely tied
to current financing of commercinl transactions. In a broader sense, the dollar
is backed by a huge volume of net US long-term claims against foreigners—
some $33 billion in 1969, Such long-terin claime, however, provide little help
in meeting pressing demands for conversion. The history of Yhe pound sterling
during World War 11 and during the postwez balance-of-payments criscs atlests
to the liguidity problem that can result from having onc’s aswets predominantly
in long-term clalms while the Habilitics are predominantly shortterm,

30. Thiz situation alw presents a dilemma o the forcign contral banks
holding dotlar claims agatnst the United States, Many of these dollars are held
to provide reserves in the form of camning assets rather than in sterile gold.
Traditional notions of balance among reserve assets, however, would have : .
dictated substantial conversions of dollars into gold as dollars floded into the
European ecentrai banks at an aceelerated pace In the past year. But at the
end of 1070, US ¥nguid liabilities 1o the West Euroncan eontral banks stond .

at some $13 billion and an additional $7 Lillion was outstanding to central

*1t thoulkd be poted that the decline in the gold cover for US liquid Habilities may not
be ar great av implied by these data, Defare 1968, part of the US pold stock wae tied up as
A statutory feserve GiainR dimetic Qurency, 30 thatetechidcallv—the amount availabde o
ratitly forvign clatms waz quite small, ot 1 ware genetally smdentond that the United States
would honor external ofliclal claims agatiet its goll stock, Bremoval of the statstory domestic
gold centificate resrnve ivguirement against Federal Rescerve Bank note and depoit liabilities
was completed in 1068,
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banks in other parts of the world, With the holelings of West Luropean officlal
institutions exeeeding the total size of the US gold stock, it was evident that
any substantial presentation of dollars for conversion would drastieally depleto
US reserves, that such an altempt would foree the United States to embargo
gold sales, und that the forelgn central hunks were cffeetively “locked in.”

37 The massive Inflow of short-term capital, expanding already swollen
forelgn exchiange reserves with dollars that s fact could not be converled into
pold, came on top of basic longstanding concerns and resentments about the
dollar and thus was bound to create a vehement reaction on the part of the
Europeans. But perhaps an even more important {actor underlying thelr res
action was the general expectation that lurge defieits In the US basle balance
of payments would continue for at lenst the next year or two, It had been
argued that the wardnduced overheating of the US$ ccononiy was mainly
responsible for the nereased deficits in 1966-60, and there were hopes that the
end of the war might mean a return to o more normal leve) of economic nes
tivity and a favorable balener-ofspayments position. In 1070, however, the
United States was undergoing a recesston, yet the basle payments deficit con-
tinued, With economie recovery, the outlook is for some nceeleration in the
growth of US fmports, and consequently e trade balance may worsen, Nor
is the outlook for the shortsterm capital account particularly erecutaging to
the Europeans. Depending of courso on short-tenm economie trends on both sides
of the Atlantic, substantial interest ditferentials favoring placement of short-term
funds in Europe may continve. This meats a continues) although probably
greatly reduced, inflow of dollars into the European central banks,

38, In this situation, Evrapean government officials and the European finan.
cial community found themselves agreeing that something had to be done,
although the views as to what should be done differ widely between govern:
ment officlals and central bankers in the same country (most notably, in Ger-
mnany ), as well ag from country to country, The European reaction to the dollar
inflow has been greatly complicated by the cconomie ties within the EC and
by various national rivalrics, cspecially between France and Cermany.

25X6
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ECONOMIC FACTORS AFFECTING THE OUTCOME

68. The inability of the EC countries to reach agreement in substance at the
20-hour-long Council session on 8-9 May has roots in the quite different. cir-
cumstances that fuce them in formulating economic policies at home and in
the nature of their foreign trade and other external economic relations, The
EC countries differ substantially with respect to their economic' and social
philosophies, goals, and traditional economic. policies. At any given time, of
course, they may be at different stages of the economic cycle and thus have
differing short-term policy objectives.

69. The following sections examine indicators of inflation and competitiveness,
foreign trade patterns, and the halances of payments for the EC countries and
several other selected industrial countries. Thes: indicators illustrate some of the
economic factors underlying the divergences among the EC countries as to choice
of an appropriate course of action. Brief country summaries, commentmg on fac-
tors affecting the external position of each country, are included in the Appendix.

Inflation and Compehhveness

70. There are substantial differences not only in the degree of inflation ex-
perienced but also in the degree of official and public concern over inflation
in the various countries. German concern with inflation may appear exaggerated
to many: consumer prices in West Germany increased at an average annual rate
of only 2.8%.in 1968-70, the lowest of any of the countries shown in Figure 3.
But this average masks 'z rapid acceleration of the inflation from 1.8% in 1968
'to 2.7% and 3.9% in 1969 and 1970, respectively. During the first four moiths
of 1971, consumer prices were rising at a seasonally adjusted annual rate of 8%.
Although the 3. 9% pnce rise in 1970 was low in companson with those of most :
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other countries, to the Germans it was an omen of impending doom; they con:
sicder the present rate unbearable, Sensitized by the ravages of spectacular ine
flationary episodes in thelr cconomie history and convineed that price stability
I3 cssentinl to equity In ws cconvmie system, the Germans awtomstically rail
at anyone or anything threateming to impose inflation on thelr economy,

71, The Duteh, who opted for a temporarily Hoating exchange rate along with
the West Germnng, aro only slightly less preoccupled with inflation, Of late
they have been much concerned with the rse of thelr consumer price index,

, which in 1068-70 increased &% an averago annual rate of 5.2% substantially above
the 1060-67 average of 87%. Tho Swiss and Austrians share the view that in.
flation is highly undesirable; but thelr rates of inflation ate among the lowest

. in Kurope. However, they too, experfenced relatively high inflatlon in 1970,
In France, fnflation has been more rapid than fp mest of tho countries shown
and is now causing widespread concern,

72. Increases in wage rates form n link between consumer prize changes and
unit lnbor costs. Iigher consumer prices lead to more Insistent wago demnnds;
higher wages (In the absenco of offsetting productivity changes) push up pro-
duction costs and selling prices. Theso cffects vary, from country to country,
in part beeauso of differences in the strength of final demand and the avail-
ability of unemployed resources, In many countries, however, thero has been a
growing tendency for labor to demand—and got—substantinl wage incressns
oven when economic conditions are slack. In all of the European countries shown
in Figure 3, except for France, wago rates in manufacturing rose faster in 1970
than in .969. Most spectacular wero the rises experienced in Italy, Japan, and
West Germany,

73. Export compctitiveness, of course, depends not only on factor costs such
as wages but also on the cfficiency of tho productive process, When inbor costs
are caleulated with respect to output, the cffects of rising wago sates may be
offsct by inereases in productivity (or, somctimes, aggravated by decrcases in
productivity ). The third pancl in Figurc 3 illustrates recent changes in wago
costs per unit of output. Unit labor costs in West German manufacturing In-
dustry soared in 1970, fucled by rapidly rising wago costs not offsct by increases
in productivity. The !ncrease in Italy was also very strong; that in Franco was
moderate. These rising costs partly explain why expoarters aro opposing revalua-
tions and favor devaluations of their homo currencics. The preference of the
French and Italian authorities for maintenance of existing paritics to some extent
reflects their desire to strengthen exports in tho face of rising costs of production.
However, German determination to float the mark under conditions in which
it was certain to appreciate in value runs counter to this logic. The fact that
West Germany took such action, fully awarc that it would further erode the
competitiveness of German cxports (alrcady under pressure from rising unit

. labor costs), is a measure of the strength of conviction underlying the decision
to make domestic economic policies less subject to the vagaries of dollar flows
under a regime of fixed, closcly pegged exchange rates.

Foreign Trade Considerations

74. The pattern of the EC countries’ forcign trade ties also entered into con-
sideration in the recent decisions to float, revalve, or stand pat. A high prc;ortion
of these countries’ foreign trade is intra-Community trade (see Table 1). Swiss
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» Table 1
Pasteres of Foseign Trade, 1960 «
Esyors, By Destination
Pervent
Eurogean Commurnsiy
Tatal
. Belgines~ Caited Remt Exporte
Exporting Country vz United Ger- Luxem-  Netdere  Switzare s of (Billioa
Area States Total maay Frarce Italy  bourg laads Land Mastria dome Japaa World  Toeal Ty
United States........... ... .. 17.8 3.2 3.1 3.2 .3 3.8 t. 8 [+ 91 3.3 9.3 ({1 94 ey 37 1
Total EC............... .9 ... LE 7% S ¥ P4 6.4 7.7 8.3 4.3 2.2 [ Lo G2 toed T3.an
Germany._ .. ... ... 9.4 32.9 ... 13.3 8.2 8.2 10.2 3.7 .3 4.0 I.& 33, teed eu.eB
France.._ ............ 5.3 47.8 206 ... ... 10.¢ 10.% 3.9 .3 .4 t.t 0.4 {1 S S B [4.88
Italy................. 10.9 126 197 163 . 3.9 4.3 £.3 t.% 3.4 0.7 fe1 1N SR 35 ) TS & S o+
Bc!gium-l.uxcmbour;. . 6.9 7.6 22,9 .0 £3 ... 17.4 3.0 G.3 &0 0.8 L T S 10 IS B B B
a Netherlands. ... . ... ... 45 .1 2.7 1 1.9 139 ... 2.0 0% .6 0.7 22 teg a9 .
o Switzerland.......... ... 9.6 37.2 143 3.6 5.8 <-4 2.8 . 3.0 6.9 3.0 543t [ 35134 o]
Z Austria................. 4.8 41.5  2¢.2 2.6 191 1.4 3.2 9.3 ... 3.7 .8 L T T )] A 34 =z
n United Kingdom........ 12.3 19.9 3.1 t.1 2.7 1.0 4.0 .4 Lo 1.4 2.8 0.0 14,30 =
r?y Japan.................. 31.4 6.2 2.5 0.8 0.9 7.3 1.2 0.7 0.t T 3.k e Sy S
4 <
= Izgarts, By Souscy =
> >
-~ et
Peruens
Euzrspms Commanity
Total
Belginme CTaited Rost Tnpurta
Importing Coustry or  United Ges- Luteme  Ngthers  Swidyen King- of {Billion.
Atea States  Total wmany Frasee lialr bourg fands ad Aastrin dom Japan World Taal  CSP
................... 16.0 7.2 2.3 3.3 1.9 t.3 1.3 0.3 3.9 3.4 $2.9 a0 36,05
9.7 .. 15.1 9.6 6.7 3.3 TR 2.3 1.3 $.7 LY ded e Tiia
10.5 13.6 P 13.0 9.7 9.3 tt.8 3. =3 [ 9 . SG.% g 393
8.5 s g . 12.2 1.3 6.8 2.4 ot €3 ®.9 VL S O PR B 544
1.3 I3 138 124 .. 3.6 £.Q 2.4 £% F.6 g.9 Lot SECEIRNS W A R 2
.Bd;iu:u-Luxembou:x. . 7.7 554 WE 139 LIS I 183 1.3 0.3 R 1.0 W o 3.4
Netherlands. ...... ... < 9T 6.7 28T 1.9 LT 1 5% S £.3 0.3 3T 0.9 3.0 kNG to.ow
Switzerland......... .. 8.3 33.1 29.2 2. 9.7 3.3 3.6 Lo %3 it 1.4 |5 S 6 I 397
Avstrin............... .. 3.0 8.3 413 3.6 6.6 0.7 3.3 e 8.4 0.3 W3 wee an
United Kingdom........ 13.4 1.3 %8 3.9 2.3 3.2 9 3.t (1 [ 99 A S N I G 01
dapan. ... .. 7.2 3.3 3.0 1.0 0.5 0.8 0.3 .0 0.1 2.7 gk 0 fo0g  L3.an
* This table is based oa f.o.b. value of T and eLL. value of mprts (eteept fae the Uaised: Statey, which tapurte imgorts on sy Lo, Bueis).
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anid Anstrian fnteign frade is alen heavily ofiented tawatd the EC. The incieases
in exchange value for the mark and gnilder have the immediate effect of making
inote expensive Lo the Inyers some threo.ghatiers of West Getmmany's inlta:£.G
exporic and half of the Netheslands Jatea-F( exporve, France, Haly, and Belgiim:
Lytemlimtg, Iy maintaining the evicting patities of theit cuttencies, aot only
will te) 1 maintain theit competitive positions ontids the Common Marked
tut alea will chalk up trade gaing in Wost Getimany anid U Nethetlands, matketa
which acoount for toighly 60% of theit intta-Community tade, Thus France

, and ftaly had strong coivineteial molives for opposing the German plan that
would have had Gommunity exchange 1ates thove opward togethet, West Gers
mang, o the other hand, stands to Ine competiticeness on sales to France, Htaly,

’ and Belginm-Lavembonrg, as well as an sales to the test of the wotld, The
German policymakers, delibetately and in the face of sttong ohjeotions ftom
domestic commetcial intereste, decided to accept this=={fot a short petivd, at
least—as a cost of repaining eontte] over domestie credit conditions. The fact
that the Nethetlands sells nearly oncthitd of its expotts o West Getmany and
obtains tote than one-foutth of its imports there was an impottant consideration
undetlying the decision to float the guilder,

75. Once these decisions wete taken, the sithation of Switzerland called for
action. Faced with rising exchange costs on a thitd of its imports, rapid domestic
inflation (a new expericnce for the Swiss), and the likelihood of an increased
inflow of dollats as a tesult of the de facto temporary revaluations of the mark
and puilder, the Swiss decided to revalue their frane by 7.19%. Leaving aside
the question of constitutionality of a floating tate for the Swiss frane, thete was
strong prelerence in Switzetland for outright revision of patity mather than use
of a floating 1ate. This preference is largtely attributable to Switzetland's fmportant
tole as an intermediary and principal in inteenational financial transactions, n
tole that {5 facilitated by the cortainty of fixed exchange rates. The relatively
large amount by which the Swiss frane was revalued rellected a concem to
ensure that the fncrease in the cost of the frane would be sufficient to check
decisively any further inflationary inflows of funds. With respeet to Austrin,
the fact that West Germany ix its most fmportant trade patner welghed heavily
in the decision to revalue the schilling, Malntaining the schilling at jts old parity
would heve meant higher price tags on the 4055 of total Austsian lmports that
come frum West Germany,

External Economic Positions of Selecied Countrias

70. In 1970, wide swings ovccurred in the external payments of the countries
shown in Table 2. The basic lalance (combining the current account and long-
term capital account) for cach of the countrics cxcept Japan improved.® With
th principal and notable exception of the United States, most of these countries
registered substantial "improvement®™—in an ac. nting sense—in their short-
term capital positions. The swings from the 196, basic balances and short-term

*No breakdown of capital account transactions for Switsrrland Is available.
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4 Table 2
Balance of Payments of the Ucized Staley azd Selected ladastrial Couatrive
(Oficial Settlaments Basis}
WHEen U9 §
Caited Scates Wt Gurmany Swizzirlead
1929 1570 {8 1t 2 t368 tavg
Current and eapital aeount. .. ... .. ... ... 2,701 -6, 632 -3.003 3.9%53 ¢ 8RY
Current sccount e ~333 833 1,308 30 (R ~13L
Capital account............ . e e 3.338 —-11,320 —4.342 3,713 473 334
Long-term capital -2,133 —2,929 -8,248 -1,213 N.X AR
Short-term capiud 3,343 -7, 0T L.t 3,500 Y.L AN
Errors and omlissions -2.541 -1,27% %% 2.83% N\ Now
Netharlands Belginm-Lutembourg Fanaee
(2] 19¢3 137ty » LG6 L3370 1564 LTy . bal
(o] o
4 Current and capital a¢count. .. ....... ... . e 128 a 02 ass ~t.2m8 RN 4
o Currentaccount.......oo.oooi -4 -431 b T -2, =313 o
E Capital uccount........ e -122 T3t 4L} - 33 Sl 3.3 g
Z Long-term eapital..... .. .. ... —127 313 w0 —te2 33 573 Z
> Saort-termeapital....... ... ... L. =33 131 -3 -Jl& 873 [0 TN ;
L Errors and emisstoes..... ... ... . 40 3! 126 97 - 108 Lag
Tealy Caized Kinglom Jugna
1545 1330 « 156 1570 L3809 1370
Current and capital aotount. . ... ... ..., ... R - T I.743 3.08% RO t.aes
Current secount....... ... T 2.372 StX 1.04% .34 2.0 2.4023
Capltalaccount..... ... ... 77T -3.076 ¢ -433 3 854 $.3%3 -1.30% £
Longtermespital...... ... ... . " -Gt 1,378 -2 i -133 - 80K
Shostterm capital.................... ... -2.238 -93t -32 1,60¢ ~1.3CB A
Ervorsandomisslons..............__..... .. . - 335! —-a2 ¢ beih] kred 143 1343

* Estimated data.

® Preliminary data.

¢ Including errors and omiasions.

4 Capital aceount total fzcludes banks; subtatal eapital iteczs ase for zoe~bazks oolr.

* Excluding carrent bonds Leld by official Eclders, bat incladizg estimates of private forsign owaers.
! Including leads and lagy.
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ca‘)ila' balanees {including errots and omissions) to the cottesponding 1970
balances ate shown in the following tabulation:

Lo Prasontisy
Shot-Tetm Capital

flavic Ralance Dol
United  States . . S 1 2 =149
Weel Getrvany . 44D 450
Frame ) . . 2 K +1.2
taly , o +9.8 +190
. Methetiamde o ... 408 403
Relgivim:bowembourg T AU =0.3
United Kingdosn . . . =04 410
]abxh_ o A iy 418

Highlights of recent developments in the » 2spective intetnatival coonomic posis
tion of the countries discussed in this memotandum ate included in the Appendix.

Impact ot the Gold Morke!

71 Sulsequent to the closing of Gernian, $wiss, and several other official
foreign exclangs matkets in the fisst week of May, some speculators shifted
their funds into goid. Demand for gold was generally very light, but becauss
scllers wete not forthcuming, the freematket price vose sharply in the days
duting and followirg the crisis. On Wednesday, 5 May, the day the forcign ox-
changes elosed, the murning gold price in London was fixcd 4t $39.06, By Friday
alternoon 14 May, the frce market price hit a 2X-month peak of $41.20, Subse-
quently, the market softened somewhat. But uncertainty over the outcome of
the German and Dutch "temporary” flaating of the mark and guilder, together
with the mure basic concern over shrinkage of the US monctary gold stock, has
kept the market off balance. Since the 14 May peak, the free-market gold price
has fluctiated around $40. The upward movement of the fiee-market price of
gold in the period following the crisis did not portend Imminent collapse of
the two-tier gold-matket but rather is the se2t of adjustment which the two-ticr
system was designed to accommodate,

The Foreign Exchange Record

78. In the days before the Bundesbank’s 5 May closing of its exchange window,
The European central banks were having to prop up the dollar to keep the
exchange rate from slipping—or plunging—beyond the lower limit of the narrow
band around parity considered legitimate under the fixed exchange rate system.
After the withdrawal of official support by several countrdes (including West
Germany, the Netherlands, and Switzerland—but not France), the dollar cost
of the D-mark, guilder, and Swiss franc advanced sharply, When the exchange
markets reopencd on 10 May, the D-mark was flonting at a rate about 3.5
above the nominal (old) parity. The guilder, also floating, was up about 2.7%.
The Swiss franc, revalued by 7.1%, was selling slightly below its new par.

70, In the three weeks following the reopening of the exchanges, the specu-
lators apparcntly centinued to believe that the moment had not arrived for
liquidation of their holdings, in cffect that if they could outlast the Bundesbank,
the mark would rise even higher. For about a week after 10 May the dollar/mark
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tate flnctuated a lithe aver 37 itom nominal patity. Then fop a4 fow days tije
dollat cost of the tark shot np (0 about 45% above parity, on tumory that the
Mindeshank wonld stars selling dollars in lazge amonnte at 57% above patity
beginniug Monday, 24 May. The 24th came and went, and the Bumdeshank did
it entey the matked. The (ate Tropped sharply back to a level some 357 above
patity. Then, in early fune, tes Bundeshank veed sevetal ploys to induce the
atket tw by hack doflars. The elfective appteciation of the Danark sose to
atound 457 ¢hove parity, and a large volutne of dollars Legan msving back
into private holdings.

80. “The Dutch guildet Tollowed a similat pattern of Quctnation, tising shatply
with the Dunatk duting 19:24 May, then falling to about 187t ahove its nomi.
nal parity at the ol of May. The Swiss frane has fictuated cise 1o its new patity,
It reacted sharply upward on 21 May 1o the turmiors of Jundeshank dollar eales
bt then fell and temained siightly helow parity thromgh most of June, Through.
ont this period the French frane was generally stable,

81, The behaviour of exchange rates duting May==swhen sveculative activity
had been neutialized for the moment and the Bundesbank had not started prmps
ing dollars back into e market=siggests that existing parities for the stronger
forclgn cuniencies, except pethaps the Japanese ven, are not setiously out of line
with each other, Four membets of the West German Gouncil of Economic Expetts
teportedly recommended revaluation of the Dunark by abont 3% at the end
of the floating period; the filth believed a retun to the existing parity would be
appropriate. The majority feel that a teturn o the old parity would bring
danger of renewed domestic inflationaty pressutes and excessive balanco-of.
payments surplus, Should such pressutes reewr, the Council of Experts recoms
mends consideration of forther small revaluations to maintain pivssute on domes-
tic wages and prices. If the Germans revalue, say by 3%, the Dutch might well
find a revaluation of around 25 compatible with domestic cconomic objentives,
their trade relation with West Cermany, and recent exchange market trends,

OUTLOOK

We belicvad awiticlies 16 be in agreement with the smafority of our partars. 1 am
not erlticizing the Federnl Republic of Germany, which has its own problems, although
it sometimes tends to ereate prahleme for ",f”. The tecent Brussely dectitons con-
cerning the monetary etivds poorly camonflaged a solution which was not "communi.
tarian®™ Int sather "anticommunitarian We and our pattaces belicved @t better to
give our blessing to these dectvions, il we romehow had the tmpreadon of sgning
a pact with the decil, 1 only hope, but 1ithout mych conciction, that we may ecturn
to a vormal situation by 1 July.

We have to sta.t forward orain, Cerintnly nothing will be basteally resolved, be-
cause there b still the dollar, It ts not d epicstion of declaring war on the dollar, for .
this would provoke a crisir in the entitz Western world, Bt Jor Ewrape to remain
"European,” (t must not remaii eternolly linked to the standard of a currency which
steadily loses ite calue becawse of domertic problems peculiar to the United States.

Gne cannot jorever act his wateh by a clock which lowes time, We are not golng to
settle this problem in the scceeding montha, Bug Europe should acquire a monctary
persenality which will permit it to be {tsclf and to entes into a constructive dialogue
with the United Statex. Howeer, =3y wish for this i stronger than the probability of
auch a discussion in the coming ferws months,

President Pompidou
{at a press confrrence n the
French Ewmbassy, Brussels, 26 May 1071)
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A2. Sume of the factors which precipitated the present ciisis have heen present
in previovs dislocations in the postwar intetnationsl monetaty system. Dut, A fs
tire, new vatiationg on old theines eombined with new considerations to produce
a qualiiatively diffeent tesult, Instead of leading to another concerted altempl
to paleh up the mechaian and return 1o the stars 1o enfe, the conjim.dte of
economic atd politial favees this time Ied o a hreak away ftam the postwar
pattern of the United Stalvy loading and Weston Eutope following in tionetary
ctisis management, Although dollars comgnise a major shate of their intetnational
tesetves, the West Entopean comtties ate no longer willing to accede to the

, proposition that, thetelore, the United States’ interests ate theit interests, Gleatly,
tany of the ol ties teimain. Mdreover, European monetary anthorities holding
Lallions of dollars in claims against the United States, have no intention of
. , desitoying the value of these intetnational reserve assels, CGoopetative bottowing
' ated lending hetween govetnments will continue to enshion, e fmpact of latge
manetary flows, But thete will He a new wariness and guardedness in Eurapean

monélary telationships with the Unized States.

83, ‘The Europeany will set an incteasingly independent contse when mones
tary cooprration with Se United States conflicts with thelr domestic ceo-
omie policics. Troneally, the disagreement within the EC has retarded Com.
munity propress toward a common exchangeate policy and in that gense has
prolonged their dependence on the dollar, Nevertheless, the EC countrics prol
ably will approach future monctary crises with a new attitide—feeling able to
act other than in concert with the dollar and to apply ad boc meassires sited
to their immediate needs, the niceties of the IMF agreement notwithstanding,
In time they may be able to achieve close coordination of economic policies and
cxchange tates, thereby gaining the ability to act in concert against the dollar,
Although a return to present paritics (for example, 27.3224 US conts per D-mark)
is possible at the end of the period of floating, this will not be an unqualified
return to Bretton Woods,

§4. These new attitudes do not spell international monetary anarchy, ‘The
present system has already been stretched and twisved without collepsing, More:
over, the steps taken In the current erisis have focuzed attention on flaws in the
existing mechanism, and it is likely that the West Europeans will join in a search
for modifications of the system within the IMF framework of cooperation, Gov.
ernor Carli of the Bank of Italy stated in the wake of the crisis that the present
international monctary system: ds no longer compatible with stable cconomie
growth, that the systzm must be changed, and that the creation of SDRs was o
step in this direction, In Gennany, former Chancellor Erhard called for reform of
the Bretton Woods system, calling it a system based on a dollar shortage that
no longer exists. Economies Minister Schiller agreed, declaring that recent
German government actions were designes to open a breach for reforming the
Bretton Woods system in the direction of more flexibility. 1t is hoped that a
system will cvolve that can accommesiate imdernational flows of goods, services,
and capital in response to market forces and, at the same time, permit progress
toward domestic cconomic goals without fnterruption by recurrent international

monctary crises,

85. Given US determination not to devalue the dollar (that is, determination
not to raisc the Treasury’s buying price for gold) and not to endanger US
domestic reflation by mcasures such as higher interest rates to curb the flow
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of dollats to Eutope, the ball was in the Butopean coutt. ‘fhe Europeans con:
sider that they have the right to implement domestie ccoromic poli ies without
being subjected to the dismiptive effects of international thonelaty disturbances
sich as the dollar inflow, Having concluded that the critts was not the result
of fndameital disequilibiiom, the Eutopeans’ poliny chnice, at Jeast within
broad limits, was between floating exchange rates and stringent exchange cons
trols. Althitigh the concept of a floating tare traditionally has been bitterly
opposed by commercial and banking interests, in the view of many cconomiets
it is an elfective approach to exchange tate adjustment and, ultiniately, one
less damaging than the elternative proposed by France, .

86. In discussions of the need to countetact disequilibrating shost-term capital
flows, some Comminity officials have shown constderable interest in a dual
exchange matket on the Belgian pattemn. ‘The mechanics and implications of this
system are being subject to seatching imyuiry by EC contral banks, including
the Bundesbank, Under such a system, exchange for settlement of trade and
other cutrent accoun® transactions would be available at the official tate (that
is, within a narrow band atound parity); payment for capital transactions would
be channeled through a free market where the exchange tate would automatically
adjust to changing conditions of demand and supply of the currencies,

§7. Another aspect of international monetary activity—the Eurodollar mat.
ket—is also being examined minutely and probably will be subjected to sub.
stantially increased regulation. Governor Catli, for example, has stated that at
the heatt of the cursent international moncy problem is the US balance of pay-
ments and the Eveodollar market. Unless controls are soon placed on the growth
of this market, according o Zovernor Catli, the current multiplicr could be
greatly increased in the near future, EC Commission Vice President Barre sces
inadequate control of the Eurodollar market as a factor which—together with
dollar deficits, intemal inflation in the EC, and speculation=led to the recent
crisis. Many obscrvers, however, mention the positive contribution of Euro.
dollars, Prime Minister Wemer of Luxembourg, for example, lias stated that
he would not like to see the Eutadollar and Eurobond markets disappear or
b severely curtailed by oxcessive capital restrictions; Europeans have bene-
fited from thix international capital market both in relationship to their own
growth and to their progress in intograting their cconomies.

83, It is dilficult to asscss the implications of thi= crisis for EC unity, The
signals are mixed axd many aspects of Comumunily activity are affected in dif-
ferent ways and in varying degree. I a broad sense, EC unity has been sct
back by the strongly assertive manner in which the Germans forced the float-
ing of the mark. Governor Carli's renction to the political fmplications of
the German action Is interesting, Stating that Ialy's decision to hold to the
existing parity was not a question of taking sides between the United States
and Europe, he added the question was whether “to get into the boat with one
rather than two clephants.” With respect to European unity on the issuc of
of pulling together in the direction of international monctary reform, Schiller
holds that as a result of the Brussels compromise, Germany will now have
more allies in secking to bring about more flexibility in the system. This view
appears to be supported by Italiun Treasury Minister Ferrari Aggradi's state-
ment that reeent developments should give impcetus to cfforts to improve the
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wotking of the system. ‘This may be so, but it i probably safe to say that on
a politieal level the Five do not apprediate the service Genmany clalms to have
done them i providing the inftial push,

89, The EC's planned movement nto the first stage of economie al monctary
tion has been scriously dmpalred, This, however, may tim ot to be an ultis
mate advantage to the Community, In a sense the February 107) decislon to
proceed into the first stage of unjon by natrowing the band for EC currencles
was a it like children playlng houser all wonld be fine In the absenee of o
crisis, Bt a crisis oceurred and focussed attention strongly on the diversity—
as well as the similarities—of cconomie Interest among the EC countries and
on the neey Jor more effective coordination of cconomic goals and policies
before common monctary action can be feasible and durable under both favor-
able and unfavorable conditfons. When the floating cuds and the French return
to discussions of monetary union, there will undoubtedly be an cffort to establish
a mote sensible relationship between horse and ear.. Being optimistic by nature
(according to his vwn statement ), Prime Minister Werner still remains optimistic
about cconomle and monctary unlon despite recent events. e likened the
situation to the "Echternach Passion Dance” where one takes two steps back-
ward before taking three steps forward,

90. Vnith respeet to other aspeets of EC activity such as the CAP, cooperation
appeats o be cantaing, The 5C Agrlcubaral Ministers reached a difficult
agreement on 12 May to permit West Germany and the Netherlands to use
comprnsatory import taxes and export subsidies to offset the fmpact of floating
exchange rates on German and Dutch farm incomes whenever the mark or
guilder may rise more than 2.5¢% above parity, Also, substantial progress in the
cnlargement negotiations appears to have occurred at the 11-13 May sesstons
with the United Kingdom. Possibly the shadow of growing German power
cast in the 8:9 May EC Council mecting influenced the French to be some-
what more receptive to compromises with the British, fecling that having the
United Kingdom would tend to ditute German influence,

01. The willingness of the United States to cooperate In moving surplus
dollars back from Europe by mcans of special financing arrangements has been
noted favorably in official circles and in the European press. Bundesbank
President Klasen, for cxample, stated publicly that negotiations with the United
States are necessary and that the United States is "quite willing to help.”
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APPENDIX

Curront Balanco-of-Payments Tronds In Solocted Countrios

UNITED STATES

Tho record $10.7 billion (excluding SDRs ) officinl balance-of-payments deficit
in 1670 largely reflected short-term capital outflows which, beeause of relative
casing of US monctary conditions, more than offset an increased, although still
small, merchandise trade surplus and n continued healthy surplus in investment
income. On balanee, there was littlo change in other eapital ar e in current flows,

The trade surplus rose in response to cyelival developments that slowed
import growth, particularly in the first half of the year. Stackened US demand
was mirrored in only a 3.6% rise In import volume, while buoyant foreign
demand contributed to an 849 {mprovement in cxport volume. Most other
current transactions continued to show little change, Investment ncome and
non-military service inflows ns well as military transactions outflows remained
close to 1069 levels. Only remittance and pension outlays registered a notable
rise,

Net long-term enpital outflows rose somewhat s net direct investment ex-
penditures abrond—particularly in the first half of *770—picked up, probably
as n result of the sharp rise in plant and cquipment spending by forcign
affilintes of US corporations. Morcover, the net inflow of other private long-
term capital items was 44% of the 1069 level. In particuter, demand for US
securities was slack in the first half of 1970 and net disinvestment occurred in
US stocks; substantinl recovery occurred in the last two quarters of the year,
in response to the recovery of the stock market,

Prior to the recent European currencs adjustments, the net balance on long.
term capital and current accoun*s in 1971 was expected to remain at 1970 levels.
Trends in the sccond half of 1970 were uaticipsted to carry into this year, that
is, a smaller trude surples as US import demand picked up and larger inflows
of purtfolio capital as domestic market conditicns and confidence improved.

The recent exchonge rate developments could have a favorable, although
. small, impact on the trade balance. Some of the auticipated slack in internal
demand in the four countries which made currency adjustments could ba
offsct by the improved competitive pricc position of US products in theso
' mar'.ets. US exports to third country markets ‘vhere they face competition from
West Germany gad the Netherlands may also benefit. Morcover, investment
income inflows from US affiliates ir the Netherlands and Germany should be
increased to the extent that higher exchange rates prevail,

25X6
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FRANCE

Although not involved to any great extent in the “hot money” flows that
precipitated the foreign exchange crisis, France played an important role in
the political consultations shaping the outcome. It blocked the German pro-
posals in the EC Council to float all Community currencies and holds to the
view that “devaluation of the dollar” is necessary. It therefore strongly dis-
approves of any West European parity adjustments, but, if such adjustments
are inevitable, France wants the result to include sonie devaluation of the franc
in terms of the mark. Its recommendations for raising the price of gold and
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for increasing general exchange controls have been heard many times. Some
French francs have entered into recent currency speculation, and some dollars
have spilled over into the French exchange markets; however, as concerns the
massive, disequilibrating money flows in this crisis, France was essentially an
interested bystander. France’s complex exchange control apparatus, combined
with the relative unattractiveness of the franc, insulated the financial systém
from major speculative short-term capital flows.

Nevertheless, private short-term capital inflows were a major factor in France’s
$1.8 billion official balance-of-payments surplus in 1970 and weigh importantly
in a projected surplus of well over $1 billion in 1971. Rather than being “new”
money, much of this short-term capital inflow reflects a relatively steady return
of the billions of francs which poured out of France prior to the devaluation of
the franc and revaluation of the D-mark in late 1969.

In addition to the large 1970 short-term capital surplus, the basic balance
(current account plus long-term capital) also showed marked improvement,
the deficit decreasing from $1.8 billion in 1969 to only $200 million in 1970.
After two years of deficit, the current account moved into near equilibrium
in the first half of 1970, as a result of a sharp increase in exports and a stagna-
tion of imports. However, export expansion slowed in the second half of the
year (in response to slower economic growth in some of France’s major markets,
rather than to any deterioration in its competitive position), imports resumed
a normal rate of increase, and the current account moved back into substantial
deficit. The traditional surplus on long-term capital only partly offset this deficit.
An inflow of some $1.8 billion in short-term capital in 1970 combined with the
small basic deficit to produce an overall surplus of $1.6 billion. Projections for
1971 indicate little change in the basic deficit, but with some slowing of short-
term capltal inflow the overall surplus is expected to be closer to $1 billion.

Because of its relatively healthy balance of payments ard its ability to regulate
most short-term capital flows, the French Government apparently feels capable
of pursuing more independent—and restrictive—domestic monetary policies than
its neighbors. Inflation (currently running at an annual rate of areund 6%) is
generally considered as the primary economic problem in France. The recent
upward exchange rate adjustments in West Germany, Austria, Switzerland, and
the Netherlands (together accounting for about one-third of French exports
and imports) will increase the pressure on prices by raising the cost of imports.
In addition, the improved competitive position of French exports resulting from
the new exchange relationships may put some strains on the capacity of firms
producing both for export and domestic consumption. At the same time, un-
“employment—which increased sharply and steadily in 1970—may be reduced
by the expected increase in demand for French exports, as well as by some
import substitution, :

ITALY

_Ttaly’s official settlements balance-of—payments improved sharply in 1970 _
moving from a deficit of $704 million to a surplus of about $375 million. The -
improvement was largely due {0 a sharp reduction in short-term capital: out-
flows, reflecting restrictive monetary pohcles and increased confidence 'in the:
political situation. The basic balance also improved sharply, from a $1.4 billion -
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surplus in 1969 to a $2.2 billion surplus in 1970, with deterioration in the cur-
rent account more than offset by rising long-term capital inflows reflecting
oxtensive borrowing abroad by state enterprises and financial institutions. The
balance-of-payments improvement continued in early 1971 and the lira showed
considerable strength. But Italy was shiclded from more than marginal dollar
inflows during the recent monetary crisis by the lira’s traditional reputation
as a less stable currency, as well ag by some continuing ‘domestic political and
social uncertainties, and the ability of the central bank to apply strict coutrols
to limit speculation, . ‘ ‘

The current account surplus weakened in 1970, dropping to $800 million from
a $2.4 billion the previous vear under the impact of domestic strikes and large v
wage increases. The strikes produced supply bottlenecks, inhibiting export growth ‘ '
and encouraging imports, and deterred the growth of tourism. The wage in- '
creases resulted in increasing imports and Italian tourist expenditures abroad.
Although the strikes and wage increases led to a sharp upturn in export prices,
Italy retained its competitive export price position because of the even larger
price increases abroad. ' ' '

Net long-term capital inflows amounted to $1.4 billion in 1970 compared with .
a net outflow of close to $1 bullion in 1969. Net private and official loans ac-
counted for most of the improvement and, along with a direct investment inflow,
offset a deficit on portfolio transactions, The illegal exportation of banknotes,
which accounts for a large part of the short-term capital outflow dropped from a
record $2.3 billion in 1969 to just under $1 billion. o ‘

Upward movement of the mark, guilder, Swiss franc, and schilling exchange ;
rates will probably have only marginal effects on the Italian capital account this. -
year, but should contribute to a stronger current account performance. In particu-
lar the value of emigrant and worker remittances from Germany, the Netherlands,
Switzerland, and Austria (39% of the total) should increase. Moreover, since
close to half of the foreign visitors to Italy come from these cour.tries, larger
rises in tourist expenditures nan be expected. The net’ impact on the trade
account is less clear, but should. also be favorable despite some initial worsening
in the terms of trade (the four countries supply more than one-fourth of Italy’s
imports). Domestic demand has shown signs of weakening in early 1971,
auguring a slowdown in import growth in any case. Moreover, the competitive
position of Italian products in these markets (which -absorb 30% of Ttalia.:-
exports) will improve, If domestic strike activity declines as anticipated, Italy .
will have available the capacity to meet stronger demand from these .countries
(in particular Germany and the Netherlands, where demand for Italian products
is highly sensitive to changes in price). In short, the.currency adjustments should
improve the current account surplus zind add a timely stimulus to domestic growth
through stronger foreign demand. - :

NETHERLANDS o , ‘ |
- The appearance of a $32 million basic balance surplus in 1970 (compared with -
a $131 million deficit in 1969) conceals the fundamentally unhealthy character of
the Netherlands’ balance of payments. The 1970 basic balancs surplus resulted
from a hefty inflow of long-term capital. which offset a serious current account -

~ deterioration, : R TR L
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The current account slipped from near equilibriura in 1969 to n $481 million
deficit in 1970. This deterioration was due principally to a negative trade bal-
ance of $640 million, resulting from a rise of 22.7% in imports but only 18.7%
in exports. The trend is continuing in 1971, For the first quarter of 1071 the trade
deficit stood at $276 million (as compared with $103 million in 1970).

Foreign exchange reserves increased significantly in 1970 as a result of the
sizable capital inflows, Accompanying the heavy inflow of long-term capital in
1970 was %218 million surplus in the short-term capital account that reflected
very heavy inflow during the second half of the year.

Despite its current account deficit, the Netherlands decided to float the
‘ guilder, following in the footsteps of its chicf trading partner, West Germany.
- Underlying the action was the need to prevent further inflow of speculativo
' ‘ capital to help combat inflationary developments at home. With inflation at an
annua! rate of about 6% and wage: increasing at about a 10% rate during the
past two years and no let up seen for 1971, the Netherlands felt compelled to check
decisively the inflow of capital which had already stymied its restrictive monetary

policy. ‘ ;

The inaction by most of the Netherlands’ trading partners, particularly Bel-
gium~—with which the Netherlands had g $800 million trade deficit in 1970
(customs basis)—promises to have an adverse impact on the Netherlands’ com-
petitive position. If final resolution of this crisis involves a return to pegged rates

- with a rise in the parity of the mark, it is likely that the guilder will be revalued
by a lower percentage.

BELGIUM-LUXEMBOURG

The Belgium-Luxembourg Economic Union (BLEU) basic balance surplus
jumped from $124 million in 1969 to $602 million in 1970. A lower rate of infla-
tion in BLEU than in most other EC countries contributed to the current account
surplus increasing from $84 million in 1969 to $744 million in 1970, Over the
-same period the change on long-term capital account was from an inflow of $40
million to an outflow of $142 million. This was largely due to a sharp decrease in
governmental borrowing abroad. The long-term private capital outflow continued
at about the same level as in 1969. The short-term capital balance reversed from
a $78 million inflow in 1969 to a $217 million outflow in 1970, primarily in

' response to higher interest rates prevailing in neighboring countries,

" The current account is expected to continue in strong surplus in 1971, Because

of Belgium’s relatively slow inflation, consumer demand for imports is likely to

! . increase 2t a less rapid rate than in either 1969 or 1970. Exports to the other EC

' ‘ . countries are expected to account for more than 70% of total BLEU exports in

1971. As BLEU has decided to maintain the existing value of its currency in

relation to the dollar for current account transactions, it will gain a competitive

price advantage in West German and Dutch markets. But because productive

. capacity is almost fully utilized, the gain realized will have to come from new
- productive capacity. e .

" Enhancing the stability of the BLEU external transactions is the two-tier ex-

_ change market. All current account transactions are handled on the official

: 'niatket,'gmd all capital flows are channeled through the free market, where the
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Belgtan frane Linds {ts own lovel against other currencles, The fmmedinto offect
of modification of the two-tler system iy to insuluto the rate applicablo to com-
mercinl trado trangactiony from the disturbing Influence of currency speculation,

SWITZERLAND

Tho Swiss bulanco of payments and the count:v’y overall cconomie situation
both have changed drasticully since 1069, largely ny u result of forelgn influencey
on the very open Swiss cconomy. The current account of the balanco of pay-
ments shifted from a substantinl surplus in 1969 to a small deficit in 1970, At
tho same time, the capital account turned around, from a largo deficit in 1069
to an even larger surplus in 1070, Tho latter chango resulted basically from hugo
short-term capital infi-ows in the last half of the year as Swiss interest rates roso,

Since 1969 the Swiss cconomy, while remaining at full employment, has been
experiencing a slowdown in the real growth of output and a sharp acceleration in
tho rato of inflation, Supply limitations, in particular a very small increase in the
labor force beeause of limitations on immigration, have been the principal con-
straints; demand has remained strong. Accelerating prico inflation resulted—
initially, from strong forcign demand and rising import prices, and, later, also from
substantial wago gains as well as capital inflows. Traditional fiscal and monctary
measures could not be applied cffectively cnough to storn the growing prico
rises, and revaluation of tho Swiss franc was advocated by many as a means of
countering the inflation,

While formerly advocated as an anti-inflationary measure, the 7.1% revalua-
tion of the Swiss franc came as a dircet result of the foreign exchange crisis and,
in particular, the German decision to float the mark. The Swiss felt that failure
to follow the German action immediately, cither by revaluing or by floating the
frane, would lead to massive capital inflows in anticipation of an cventual re-
valuation of the franc. The government chose to revalue because the constitu-
tional authority for a floating franc was not clear and-~perhaps a more important
reason—because it believed a floating franc to be incomptible witt Switzerland’s
role as an international financial center,

The Swiss revaluation will probably be cffective in preventing large speculative
capital inflows and it should contribute to the reduction of inflationary pres-
sures. The revaluation will undoubtedly cause trouble for Swiss exports; and thus
will probably increase the previously expected balance of trade deficit, but the
effects of the revaluation on trade may prove to be relatively small. Before re-
valuation, the dollar price on the Swiss franc was close to the upper limit—nearly
2% above parity. The market price of the franc since revaluation has remained
close to the new parity, so that the actual rise above pre-revaluation levels has :
been only about 5%. Moreover, imported inputs will become somewhat cheaper,
and Swiss wage gains may be held down somewhat as a result of reduced prices
for imported consumer goods. In any event, Switzerland’s international reserves '
are probably high enough to enable Switzerland to withstand a substantial deteri-
oration in the balance of payments with little difficulty,
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